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I. PARAGUAY: KEY ECONOMIC INDICATORS 


Percent 
1983 1984 Change _ 1985/1 / 


Exchange Rate 


Official Import Rate/4/ 50.0 
Average Market Rate 23.0 


Income, Production, Empl 


GP at Gurrent Prices/1/2/ 732,091 920,337 
GDP at Constant 1977 Prices/1/2/ 341,795 357,176 
Per Capita GDP: 

-US Dollars at Official Rate 1,58 1,073 
-US Dollars at Market Rate 683 678 
Fixed Investment Pct. GDP/3/ 30 27 
Minimum Wage (Guaranies/mo. )/4/ 29,910 39,557 
Population (Thousands ) 3,471 3,575 
Labor Force (Thousands) 1,195 1,236 
Urban Unemployment Rate (Percent)/1/ 13 15 
Electricity (consumption millions KWH) 995 1,090 


Money and Prices 


Money Supply/2/4/ 81,53] 107,623 
Interest Rate Ceiling (Caml .Bnks. )/4/: 

-Savings Deposits 15 15 
~Loans 


24 24 
Consumer Price Index: 
~Average 
~—Cunulative 189.0 
-FETRABAN (Cumulative) 


External Accounts (Millions US Dollars) 


Official Internat]. Reserves (Net)/4/ 
External Public Debt 

(Medium and Long Term)/4/ 
Public Debt Service/5/ 
Registered Foreign Debt/4/7/ 
Balance of Payments 
Merchandise Trade Balance FOB 
Merchandise Exports, F0B/6/ 
-U.S. Share Percent 
Merchandise Imports, F0B/6/ 
-U.S. Share Percent 


/\7 Estimates or projections. 

/2/ Millions of guaranies. 

/3/ If investment in the binational hydroelectric projects were not taken into account, the 
fixed investment ratios would range from 20 to 25 percent. 

/4/ End of period. 

/5/ Amortization and interest payments. 

/6/ open trade reported through customs generally amounts to only one half of the 
total trade. 

/7/ Figure does not include short term commercial credits estimated at $100 million, nor 
accumulated payments arrearages estimated at $150 million at mid 1985, nor unregistered 
foreign debt estimated at $300 million in 1985. 





OVERVIEW 


By the last quarter of 1983, the Paraguayan economy had begun to 
recover from two years of steep recession. The rate of recovery in 
gross domestic product, estimated at 4.5 percent for 1984, was led 
by a rebound of the agricultural sector from the very adverse 
conditions which had affected the harvests in 1983. Thanks to the 
favorable agricultural conditions in 1984, including higher 
international prices, plantings for the 1985 harvest were up. The 
increased plantings followed by very favorable growing conditions 
permitted bountiful harvests in 1985. As a consequence, the 
agricultural sector continues to lead overall economic growth which 
we project will be approximately 4.1 percent for 1985, slightly 
below the estimate for 1984. 


While the recovery in output remains on track for 1985, declining 
investment, adverse monetary and foreign exchange developments, 
which reflect problems of economic policy, and deteriorating 
business sentiment overshadow the economic outlook. Compounding 
this deterioration, agricultural conditions are likely to be less 
favorable in 1986. Hence the sector which has led two years of 
economic recovery may begin to exert a drag on economic 
performance. With the dependence of secondary and tertiary sectors 
on agriculture, more than half the economy could be affected by a 
slowdown in agricultural output. Another recession, i.e. a decline 
in gross domestic product, looms as a distinct possibility in 1986. 
Certainly economic growth will fall below the three percent 
necessary to keep pace with population growth. 


Since mid 1984 Paraguay's terms of trade have deteriorated as the 
average prices of cotton and soybeans have fallen more than 25 
percent on world markets. Cotton and soybeans alone account for 
more than two thirds of the country's exports. The Paraguayan 
Government has attempted to insulate the farmer from some of the 
decline in dollar prices by adjusting the exchange rate for exports, 
and will be forced to do so again for the 1986 season. At the same 
time, in the case of cotton, there is the threat of an infestation 
by the cotton boll weevil, which could reach Paraguay from Brazil 
sometime over the next several growing seasons. If the insect pest 
arrives, production of Paraguay's principal small-farmer cash crop 
could be significantly reduced with adverse social as well as 
economic consequences. 


Fueled by monetary expansion and a depreciating currency in the free 
market, inflation is high, in the neighborhood of 30 to 45 percent 
depending on the index cited. Unemployment, although not surveyed, 
remains high in urban areas without any prospect of abating soon 
because economic activity still is relatively depressed and is 
likely to deteriorate further in 1986. The government budget 
deficit appears under control only if one turns a blind eye to the 
subsidies provided through low exchange rates for the public 
sector. The balance of payments remains in deficit by $100 to $150 
million. Perhaps most significantly, business confidence in 
economic policy has been greatly eroded. 





The issue of the exchange rate is the most serious problem 
confronting Paraguay's economic policy makers. There is open 
disagreement among the policy makers, as well as between the 
Paraguayan Government and experts at international financial 
institutions over the appropriate exchange rate policy. Most agree 
that economic policy should be oriented to promoting external 
(balance of payments) adjustment without sacrificing economic 
growth. Under such a policy of “outward oriented growth," now 
common among the debt burdened countries of Latin America, the 
typical approach has been to allow exchange rate adjustments 
(devaluations) to promote exports and discourage imports in order to 
improve the balance of payments. The strategy should allow the 
level of economic activity and employment to be maintained while the 
productive factors shift, under the stimulus of relative price 
changes, toward export sectors. 


In the Paraguayan case, however, fear of inflation has prevailed 
over the outward oriented economic strategy. Some of the 
authorities believe that devaluing the guarani to a level consistent 
with balance of payments equilibrium would unleash a spiral of 
inflation and further devaluations which could get out of control. 
At the same, time the authorities are wary of the problem of 
government deficits and therefore are reluctant to raise the cost at 
which the public sector has to service its own external 

obligations. In this respect they perceive it as being easier to 
keep the exchange rate low, in effect taxing exporters, than to 
increase taxes across the board to finance the obligations of the 
public sector. The policy therefore has been to establish a 
structure of multiple official exchange rates and to implement more 
modest devaluations in those rates. Besides penalizing exports, the 
manner of implementing this system results in significant monetary 
creation which defeats the objective of avoiding inflation and 
increases pressure in the free foreign exchange market used for 
private transactions. The Central Bank has attempted to conserve 
international reserves by delaying foreign payments, reducing the 
private sector access to foreign currency at official rates, and 
tightening controls on export earnings. In the process, however, 
large external payments arrearages, an excessively high free market 
exchange rate and the disincentive to export have exacerbated 
Paraguay's economic problems which inevitably will have to be 
confronted. 


On the optimistic side for the long run, Paraguay and Argentina 
remain committed to completing the multibillion dollar Yacyreta 
hydroelectric project which has been held back in view of 
Argentina's financial problems. Yacyreta, albeit progressing at a 
slow pace, and Itaipu, as it nears completion, help to prop the 
Paraguayan economy and promise to enhance significantly its capacity 
to sustain further economic growth when the projects with all their 
infrastructure improvements are completed. Renewed interest in 
petroleum exploration in the Paraguayan Chaco region, near where 
Argentina has struck oil, also provides hope for an improvement in 
economic prospects over the longer run. 





PRODUCTION 


Agriculture, ranching, forestry, and to a miniscule extent mining, 
comprise Paraguay's primary sectors which account directly for 
one-third of gross domestic product (GDP). Taking into account the 
effect of primary production on secondary (manufacturing) and 
tertiary (service) activities, Paraguay's primary sectors determine 
as much as 55 percent of GDP and generate 50 percent of employment. 
Agriculture is by far the most important single sector of 
production. It accounts for 20 percent of output and 95 percent of 
the value of exports. 


Increased plantings in response to favorable prices in 1984 and 
nearly optimal weather conditions permitted bountiful agricultural 
harvests in 1985. Cotton and soybeans, the major export crops, 
which constitute one-third of agricultural production, have 
experienced staggering increases. Cottonseed production reached 
456,000 metric tons (m.t.), 52 percent above 1984. Moreover, 
quality was good so that the cotton fiber yield was at least 160,000 
m.t., up 55 percent over 1984. Soybean performance was nearly as 
dramatic with production up approximately one-quarter to 750,000 
m.t. As with cotton, production quality was excellent. 


Prospects for export crops in 1986 are not so favorable. Cotton 
prices have fallen 25 to 30 percent on world markets from the levels 
reached in 1984, and soybean prices have declined as much as 45 
percent from the best prices obtained last year. Although the 
official exchange rate was adjusted early in the year, producers 
were dissatisfied with the returns and their discontent will be 
reflected in planting for the 1986 harvest. Moreover, the weather 
in 1986 is unlikely to be better than the nearly ideal conditions 
prevailing in 1985 so that yields will also be off. 


Government and industry are already reacting to the threat of 
reduced production of export crops by undertaking a campaign to 
persuade producers to maintain production levels. If the effort is 
to be successful the exchange rate and/or the minimum export prices, 
which determine the prices paid to growers, will have to be 
adjusted. The minimum export prices determine how many dollars from 
exports enter Central Bank coffers, largely to cover the public 
sector's external obligations. Since the latter are rising as a 
result of debt servicing requirements while dollar inflows are 
falling, the Central Bank will be reluctant to lower minimum export 
prices. This shifts the weight of the adjustment required to 
improve prices for growers onto the export exchange rate which will 
have to be raised (the guarani devalued) 40 to 50 percent from the 
current level of 320 guaranies per dollar in order to encourage 
farmers to plant as much as they did for the 1985 harvests. 


Compounding the risks to production is the threat of infestation by 
the cotton bol] weevil which is now present in production zones of 
neighboring Brazil. Experts hope that the boll weevil's arrival in 
Paraguay may still be several seasons off. Nevertheless, the risk 
of the insect pest being transported accidentally to production 
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zones exists, so an extensive detection program has been 
implemented. Since cotton is the principal cash crop for the 
majority of Paraguay's farmers, the boll weevil constitutes a 
significant social as well as economic threat. The participation of 
the government and industrial processors of cotton will be essential 
in any program to confront the boll weevil, if it arrives, because 
growers cannot afford the additional costs (as much as a 50 percent 
increase in production costs) of protecting cotton against the 
insect pest. 


Like cotton and soybeans, other agricultural crops experienced 
production increases in 1985 although not as dramatically. Tobacco 
may be the only crop to have experienced production declines as 
small farmers emphasized cotton, but tobacco is relatively 
unimportant. The bulk of production is black tobacco which is 
experiencing a progressive decline in foreign demand. In some areas 
burley tobacco is being introduced as a more valuable alternative 
crop to black tobacco, but it requires more effort in cultivation. 


Wheat planting for the crop which will be harvested in late 1985 was 
up slightly, according to government sources, despite initial 
concern that a great number of producers, soured by their 
experiences in 1984, would not plant. Wheat is a risky, low yield 
second crop planted as the winter cover on a portion of the land 
dedicated to soybean during the primary growing season. The crop is 
subject to the danger of an Occasional frost and requires 
extraordinary amounts of agrochemicals. The Paraguayan overnment, 
nevertheless, has set a national objective of 150,000 m.t. of 
domestic production which is close to self sufficiency. 


Despite some frosts, the 1984 harvest was up 30 percent from the 
previous year thanks to more extensive planting. Farmers, however, 
were unable to sell their wheat at harvest time because a 
substantial amount of inexpensive Argentine flour had already been 
smuggled into the country and the government had not coordinated its 
wheat imports well enough with the timing of the harvest season to 
avoid a seasonal excess supply. It now appears that those farmers 
who were cajoled by agricultural officials into planting as much 
wheat as last year, despite their experiences with the previous 
harvest, will be amply rewarded. Yields will be better because the 
weather was favorable, and prices will be higher because wheat and 
flour imports from Argentina are no longer a significant factor this 
year. Moreover, Brazilian buyers are competing to acquire the crop. 


The ranching business continues to improve from the setback suffered 
from the rains and floods which decimated the herds in 1983. 
Significant sales of cattle on the hoof to Brazil in late 1983-1984 
contributed to a scarcity of meat and firmer prices. During the 
first half of 1985 large quantities of meat, estimated at the 
equivalent of 200 head per day, were entering Asuncion from 
Argentina to take advantage of price differentials. By mid-year 
currency movements in the free market eliminated the profit in that 
business and exports of cattle on the hoof to Brazil resumed. 
Exports of processed meat are stymied by trade barriers, sanitary 
regulations, and the low official exchange rate applied to 
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legitimate exports. The meat processing sector, therefore, has not 
participated in the recovery ranching appears to be enjoying. 


The situation is similar with the forestry and wood products 
sectors. Like the export of live cattle, timber exports are 
prohibited to preserve supplies for domestic processing industries. 
Nevertheless, a lively trade in logs and lumber exported to Brazil 
and Argentina exists in frontier areas. Meanwhile, the domestic 
wood products industry languishes, unable to export because of 
depressed foreign demand (Argentina used to be the principal market) 
and an uneconomic exchange rate for registered exports. 


The manufacturing sector in general still suffers from a high 
percentage of idle capacity because of depressed internal demand and 
difficulty in exporting. The increase in agricultural production, 
however, has led to increased activity in subsectors like cotton 
ginning and oilseed crushing in particular. Increased tourism has 
helped textiles, for example, by providing an outlet to compensate 
for the inability to export. Tourists use the free exchange market 
so domestic prices appear very attractive to them. 


The competitiveness of the manufacturing sector relative to imports 
is improved by the devaluation of the guarani in the free market, 
but the improvement is limited by the fact that most inputs have to 
be imported and industrial value added tends to be low. In the 
final analysis, the rise in the free market exchange rate may wel] 
do more to diminish demand for domestic output, because of its 
adverse impact on inflation and real income, than it does to 
increase demand by improving the relative competitiveness of 
domestic industry. Moreover, without an adequate official export 


exchange rate, exports do not compensate for depressed domestic 
demand. 


Construction remains relatively depressed which contributes 
significantly to the level of urban unemployment. There is evidence 
of sustained activity in large home construction and some public 
works are still in progress so that several trade sources report 
slightly greater activity than in 1984. Nevertheless, a spokesman 
for the construction trade organization estimates activity is down 
70 percent from the level reached in the boom years. The level of 
activity for the year as a whole will also be adversely affected by 
a cement shortage that commenced in late August and suspended most 
projects. 


In the service sectors, growth in commerce and finance is weak and 
could suffer further because of depressed demand and a decline in 
credit operations. Transport and communications are not strong but 
tend to benefit from the momentum of the agriculturally led 
recovery. Government employment has been maintained steady so that 
output attributed to that activity is unchanged. Utilities continue 
to expand, especially in the electricity sub-sector as electricity 


is made accessible to more households and businesses in the towns of 
the interior. 





Table II presents Embassy estimates of GDP changes by sector of 
origin over the past three years. Because we expect agriculture to 
turn down next year and foresee no promising developments for the 
short run in other sectors, we do not expect Paraguay to experience 
positive economic growth in 1986. 


II. GROSS DOMESTIC PRODUCT 
By Sector of Origin 


1985 Economic 
% % Change % Change Growth Forecast 
Weight 1983 1984 = %& Change 1985 
Agriculture 20.0 -10.0 11.3 14.7 
of which: Cotton (15.0) (11.0) f (50.0) 
Soybean (20.0) .0) - (25.0) 
Mandioca (14.0) .0) . (2.0) 
Corn (6.0) ‘ ; (19.0) 
Sugar (5.0) ' (0.0) 
Other .0) : : (2. 


oO 
~ 


Forestry 

Livestock 

Manufacturing 

Construction 

Commerce and Finance 25; 
Government 4. 
Transport and Communications 4. 
Utilities 3. 


Other Sectors Vs 


0 
0 
0 
0 
0 
0 
0 
me) 
0 


TOTALS 


> 


INFLATION 


Spurred by currency depreciation and excessive monetary emission, 
consumer prices according to official statistics rose 29.8 percent 
during 1984 (20.3 percent average 1984 over 1983). In late 1984, 
when the guarani appeared to be stabilizing in the free market and 
several of the factors contributing to monetary emission were under 
better control, the prospects for a decline in inflation from the 
nearly 30 percent rate of 1984 appeared very favorable. Indeed, 
according to official statistics, the rate of inflation was 
declining in early 1985. The rapid expansion in money supply and 
rise in the exchange rate after February, however, reversed the 
outlook. If that was not reflected in the official price index 
which registered only a cumulative four percent price rise during 
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the first half of the year, it may be because the incidence of 
imported product prices in the survey sample is relatively low. In 
contrast, the Federation of Bank Workers (FETRABAN) surveyed 
inflation during the first half at 17.7 percent, a figure many 
consider to be a more representative of the rising cost of living 
for urban, middle class households because it reflects more of the 
rise in prices of tradeable goods in the wake of currency 
devaluations. 


Both price indices are likely to continue rising during the balance 
of 1985, pushed by the momentum of monetary expansion and the 
depreciation of the guarani. Official sources have estimated 
inflation for the full year would be roughly 30 percent. If the 
government maintains the current structure of exchange rates, 
inflation in 1985 may range from 30 to 45 percent, depending upon 
which price index is used. Sooner or later, however, the government 
will have to devalue the official exchange rates which subsidize the 
cost of public services and fuel prices to the consumer. In part it 
is the fear of unleashing a spiral of inflation when these prices 
rise that has prevented officials from taking the necessary 
measures. Nevertheless, the consequences of maintaining the current 
exchange rate policy, inasmuch as it continues to fuel monetary 
expansion, will be sustained inflation. In the final analysis, the 
price level will be higher when the inevitable exchange rate changes 
are made. 


Under the status quo, inflation during 1986 could range from 30 to 
40 percent. Several consecutive years of such high inflation rates 
would represent a substantial deterioration from what was once 
considered a low inflation economy. Even when the necessary 
exchange rate changes are made, the risk of inflation fueled by 
monetary expansion will remain high unless the government can 
implement new revenue measures to cover the fiscal deficits now 
concealed by the low exchange rate made available for government 
transactions. 


UNEMPLOYMENT AND WAGES 


UNEMPLOYMENT: The Paraguayan workforce in 1985 reached 1,278,568 
individuals, assuming a 3.5 percent annual growth rate which is 
expected to decline to a 3.2 percent annual rate over the period 
1985/90 1/. The government has not published and probably has not 
taken an employment survey in recent years so estimates of 
unemployment are conjectural. In the course of the steep economic 
recession from mid 1981 to late 1983, unemployment is likely to have 
surpassed 15 percent. One source estimated unemployment reached as 
high as 23 percent during 1983 when adverse weather impeded 
agricultural production which occupies up to half the labor force. 
Since then, agricultural conditions have improved to the point that 
labor 


1/ Workforce statistics are based on a 1977 National Demographic 
Survey of two percent of the population covered in the 1972 census. 





shortages existed during the 1984 and 1985 harvests. Perhaps on 
this basis the Central Bank has estimated that the rate of 
unemployment declined from 13.9 percent in 1983 to 8.3 percent in 
1984. 


Despite the agricultural recovery, urban economic conditions remain 
relatively depressed so that it is unlikely that urban unemployment 
has dropped below 15 percent. In fact, if the unemployment 
estimated by the Central Bank were attributed to the half of the 
work force composed of non-agricultural workers, the rate of 
non-agricultural unemployment would have been around 17 percent in 
1984, and only slightly better in 1985. In view of the high labor 
force growth rate, economic growth has to be relatively strong to 
alleviate urban unemployment. With economic prospects clouded for 
1986, including and especially in the agricultural sector, 
unemployment is likely to creep upward again both in urban and rural 
areas because the economy will not be able to absorb the increase in 
the labor force. 


The possibility of laborers to fall back on the economy's 
predominantly agricultural base and the existence of several public 
works projects has permitted a degree of public complacency about 
the unemployment problem. Because two-thirds of the population 
lives in rural areas, Paraguay does not have a large, economically 
marginalized urban population to the same extent as other Latin 
American countries. Nevertheless, the tapering-off of public works 
projects, along with a decline in foreign borrowing is beginning to 
have its political as well as economic effects. In rural areas of 
Eastern Paraguay the problems of unemployment and landlessness 
sometimes become issues in local political party elections and have 
led to land seizures. 


WAGES: Paraguayan labor legislation provides for a Government 
Minimum Wage Board to review the minimum wage whenever inflation 
accumulates to 10 percent since the previous wage adjustment, but 
adjustments are not automatic. After slipping considerably behind 
inflation in previous years, the minimum wage was adjusted by 15 
percent in June and again by the same percentage in September of 
1984. A further adjustment of 10 percent bringing the minimum wage 
to 43,512 guaranies per month (about $109 at that time) was decreed 
in February 1985. Inflation as measured by the Central Bank did not 
justify another wage review until after August 1985. It is likely 


that an additional 15 percent adjustment will be decreea before the 
end of the year. 


Wages and salaries above the minimum level do not legally have to be 
adjusted in proportion to the changes decreed in the minimum wage 
and lately have not been. Although there exists no wage survey, it 
is generally believed that adjustments in employee compensation in 
the private sector have lagged far behind inflation so that salaries 
have declined in real terms. Figures would only be conjectural, but 
it might be reasonable to consider a 15 percent deterioration in 
real wages for 1984 on top of a comparable deterioration accumulated 
during the previous two years. With few exceptions, the labor force 
is not organized by independent unions so that labor exercises 
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little voice in advocating better compensation. In the public 
sector, wage compensation has declined in real terms perhaps even 
more sharply than for the private sector in general. In 1984 there 
were no adjustments in government wages and only a 15 percent 
adjustment was implemented at the start of 1985. Budget projections 
allow for an additional 15 percent adjustment for 1986, but 
inflation is projected to exceed 30 percent. 


INVESTMENT 


RATE: Gross fixed investment in Paraguay has ranged from 25 to 38 
percent of gross domestic product at market prices in recent years, 
including investment in the binational hidroelectric projects which 
has ranged from 12 percent to as low as 4 percent of GDP in 1984. 
Net fixed investment, after allowing for capital consumption, has 
ranged from a high of 26.4 in 1982 to an estimated 15.4 percent in 
1984. 


Timely statistics are not available but judging by market 
commentary, it would appear that capital formation will be down 
again in 1985 and probably further in 1986. The decline in the real 
value of bank credit outstanding, which has risen by less than the 
rate of domestic inflation, may be another indicator of a fall-off 
in capital investment. Investment would be declining because: (1) 
the public sector has tightened its capital expenditure budget to 
control the government deficit and reduce foreign borrowing; (2) in 
some cases the public sector is constrained by the declining 
availability of foreign financing for projects it would like to 
initiate such as the Asuncion and Villeta port expansions ($55 
million); (3) the private sector already has excess capacity in many 
sectors; (4) businessmen are distressed by economic policies and are 
losing confidence in the authority's ability to cope with the 
country's economic difficulties; and, (5) the Itaipu project is 
still winding down while progress on the Yacyreta project still is 
slow. 


PUBLIC: Public sector investment is financed largely by foreign 
borrowing. Criticism of the magnitude of several public sector 
projects and the questioning of investment priorities have drawn 
increased attention to the burden of the foreign debt incurred to 
finance public investment. Perhaps sobered by the problem of the 
debt burden, both the Paraguayan Government and foreign creditors 
have begun to demonstrate greater caution. As major public sector 
projects, such as a cement plant ($300 million), a steel plant ($300 
million), and expansion of the state shipping line ($80 million) 
reach completion in 1986, we anticipate 2 drop in public 

investment. Nevertheless, there are several projects either in 
progress or with committed financing which will moderate the drop in 
public investment. These projects include several public hospitals 
currently under construction (approximately $100 million); two 
international airports ($150 million); a bridge being erected across 
the Paraguay River at Concepcion ($37 million); and an industrial 
waste treatment plant ($7 million). 
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PRIVATE AND FOREIGN: Although it has been little used in recent 
years of declining investment, Paraguay does have investment 
incentive legislation, Law 550 approved in December 1975. The law 
provides special benefits for approved projects without distinction 
between national or foreign investment. The benefits are based 
largely on tax exemptions and import duty reductions. Since the 
relative advantage of some of these has been eroded by a recent 
liberalization in Paraguay's customs legislation, the authorities 
are planning to update the investment incentive legislation while 
both simplifying and enhancing its benefits. 


In the current economic climate very little private national or 
foreign investment is occurring in Paraguay whether under the 
provisions of Law 550 or not. In the construction and manufacturing 
sectors businessmen report substantial idle capacity that would make 
additional investment unattractive. Foreign investment is 
discouraged by the foreign exchange regime which requires capital to 
be converted at 240 guaranies to the dollar if it is to be 
registered. Registered foreign investment has fallen to a 
trickleof less than half a million dollars net in 1984. Foreign 
investors can legally circumvent this provision by not registering 
capital inflows. Under current economic conditions, however, even 
unregistered investment is likely to be modest. Moreover, much of 
it would be confined to land acquisition, which is not capital 
expansion. 


ITAIPU: With two 50 HZ generating units operating, Itaipw provided 
Paraguay nine percent of its electricity on a test basis in 1984. 
During the year, the transmission lines to Sao Paulo were also 
tested. By midyear 1985 Paraguay was obtaining 30 percent of its 
electric power from Itaipu. Two more 50 HZ units will be tested in 
the latter half of 1985 and two 60 HZ units will be tested in 1986. 
If the project remains on schedule, the last of its eighteen 700 
megawatt capacity units will be installed in 1990. (There is space 
within the project to install two additional units, bringing the 
total to 20.) 


Once two 50 HZ and two 60 HZ units have been operating without 
interruption for two years, Itaipu will begin to sell electricity on 
a commercial basis. This is expected to occur by late 1988. A 
definitive electric tariff is supposed to be announced two years 
prior to commercial sales. The Itaipu Binational Authority 
established a provisional electric rate for the binational partners 
of $10 per kilowatt of capacity requested during March through 
December 1985. The cost should average about 1.7 cents per KWH. 

The definitive electric rate for sales to the Paraguayan and 
Brazilian electric networks, which should be announced in 1986, is 
expected to be closer to three cents per KWH. Special rates may be 
available for resale to high voltage consumers, but they are not 
expected to be low enough to attract considerable investment in 
energy intensive industries to Paraguay in the near term. As energy 
prices rise over the long term, however, the cost of the power 
generated by Itaipu will appear increasingly attractive. 
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Although Itaipu was operating without a formal budget again in 1985, 
anticipated expenses were roughly $1,036 billion for debt servicing 
and $500 million for project work. As the construction project 
nears completion and investment is concentrated on equipment, 
Paraguay's earnings on work undertaken for the project continue to 
taper off. Foreign exchange earnings by Paraguay on account of 
Itaipu amounted to $164 million in 1984 and probably will not exceed 
$70 million in 1985. The decline in this major source of capital 
earnings, from a peak of $298 million in 1981, has severely affected 
Paraguay's balance of payments position. 


YACYRETA: Argentina is responsible for financing the Yacyreta 
project which is the second major binational hydroelectric project 
in which Paraguay is participating on the Parana River. Some $1.5 
billion have already been spent on preliminary development for the 
project and Paraguay has already earned over $500 million 
participating in the work. Because of Argentina's financial 
difficulties, however, progress on the civil works construction, 
which was initiated in late 1983, has proceeded at a slow pace. 
Nevertheless, bridges have been completed linking Yacyreta Island 
with the Paraguayan and Argentine sides of the river. An American 
company is participating in the consortium that won the bid for 
construction of 20 turbines for the first phase of the project, but 
a final contract has not been negotiated because of the financial 
problems. The 20 generating units planned for the first stage will 
have a 2,700 megawatt total capacity. Since engineering designs 
would permit generating capacity to be expanded up to an additional 
20 units, the project will be more than one-third the size of 
Itaipu. The total cost, however, is likely to be closer to one-half 
that of Itaipu because the project entails improvements in 
navigation, irrigation facilities, fish assists, etc. 


Foreign exchange earnings to Paraguay during 1984 as a result of 
work on the Yacyreta project amounted to $48 million. The inflow 
may not reach $25 million for 1985 because of the slow progress on 
the project and the holding up of payments to Paraguay until 
agreement on a higher exchange rate for such payments can be 
reached. It was expected that the pace of the project would pick up 
by 1986, leading to capital inflows of up to $160 million, but that 
possibility seems increasingly remote. 


FISCAL 


Having greatly underestimated the extent of recession in 1983 and 
its impact on government receipts 1/, the Paraguayan Government 
adopted a much more conservative budget for 1984. Expenditures were 
to be held to an increase of 12.2 percent, slightly below the rate 
of inflation experienced in 1983. 


1/ Receipts (less foreign borrowing) were budgeted at 87.8 billion 
guaranies in 1983 but only 62.8 billion guaranies were received. 
Much of the discrepancy occurred as a result of a fall in ordinary 
tax collections. The total deficit amounted to approximately 27 
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billion guaranies. This austerity was to be achieved largely by 
foregoing wage adjustments for government employees. Ordinary tax 
receipts, according to the 1984 budget plan, were expected to drop 
by 17.5 percent, despite revenue enhancing measures such as 
improvements in tax enforcement, transfers of surpluses from the 
state-controlled petroleum company, higher fuel taxes, and a new 
four percent tax on professional services. The deficit programmed 
for the year would have been about 32.7 billion guaranies. 


Thanks largely to economic recovery, inflation, and greater than 
anticipated capital expenditure constraint, the deficit in 1984 
actually proved to be considerably smaller than had been projected. 
We estimate the deficit at approximately 18 billion guaranies, 
financed by foreign borrowing of 12.3 billion guaranies 1/ and the 
balance by domestic credit. Monetary statistics, however, show that 
the Central Bank extended an additional 8.1 billion guaranies in 
internal credit to the Central Government in 1984 so there was some 
use of money creation to substitute for other outstanding credit to 
the government. 


The 1985 budget anticipated continued improvement in the fiscal 
accounts, especially because of austerity in expenditures. As 
programmed, the deficit to be financed domestically--most likely by 
monetary emission--will be only 5.0 billion guaranies, or 4.0 
percent of total Central Government expenditures which are budgeted 
at 123.9 billion guaranies. Foreign borrowing is projected to rise 
to 18.9 billion guaranies combined with domestic borrowing, this 
indicates a total deficit of 23.9 billion guaranies. In 
perspective, the deficit is equivalent to 19.3 percent of 
expenditures or comparable to 2.0 percent of GDP 2/. 


Tax collections in the 1985 budget are expected to rise 37.4 
percent. The revenue increase can be attributed to inflation and 
allowance for the improvement in the economy in real terms since the 
beginning of economic recovery in late 1983. A new customs law 
passed in December 1984 was originally expected nearly to double 
customs receipts to 14 billion guaranies by increasing compliance 
with import duties. Now it is evident that the new legislation will 
bring about improvements more gradually. The initial effect of the 
lowering of tariff rates under the customs reform 


1/ The Paraguayan Government itself counts foreign borrowing as 
regular income and not as deficit financing. 


2/ The fiscal gap would appear somewhat more unwieldy, however, if 
the government were not able to take advantage of the low official 
exchange rate. The exchange rate policy tends to conceal the true 
fiscal deficit. If, for illustration, the dollar value of foreign 
borrowing by the Central Administration were disbursed at an 
exchange rate of 500 guaranies per dollar instead of 160, the 
deficit programmed for 1985 would be 64.1 billion guaranies or 
roughly equivalent to five percent of GDP. The latter figure is 
comparable to the relative burden of the U.S. federal budget deficit 
as a percentage of GNP. 
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might actually be to lower customs receipts in 1985. According to 
official statements, however, tax receipts in other categories are 
being collected at a better rate than anticipated. 


On the expenditure side, outflows are budgeted to rise 16.8 percent 
in 1985. Allowance was made for a 15 percent salary adjustment for 
government employees, which actually is quite austere in the face of 
30-45 percent inflation. The wage austerity as well as the 
postponement of capital expenditures and continued delays in payment 
of obligations cannot be sustained. The fiscal authorities will 
have to develop a more reasoned approach to holding the line on , 
expenditures and implement more thorough tax reforms. Tax reform, 
which has long been studied at the staff level, will have to take 
into account the distributional equity of the tax burden, the 
problem of tax compliance and, perhaps, the need for increased 
revenues to accommodate greater demand for government services. 


The need for tax reform also becomes more evident when the problem 
of exchange rate policy is taken into consideration. The prevailing 
exchange rate structure subsidizes the public sector's payments for 
imports and debt servicing, and finances this subsidy by providing 
exporters a low exchange rate, printing guaranies, borrowing abroad, 
and drawing down Central Bank reserves. If these subsidies were 
eliminated, public expenditure would be significantly greater and 
the need to improve tax collections to finance what are now 
concealed expenditures would be more evident. 


The non-Central Government public sector consisting of decentralized 


agencies and commercial enterprises has an expenditure budget of 
273.2 billion guaranies for 1985, more than twice the Central 
Administration's budget of 123.9 billion guaranies. This sector 
accounts for the major portion of the exchange rate subsidy, which 
distortion it passes on through the prices of its goods and services 
to the public. The case of petroleum is the most salient example. 


According to press reports, the budget being developed within the 
executive branch for 1986 contemplates a 25 percent increase in 
expenditures of the Central Administration which would rise to 155 
billion guaranies. Expenditures by the rest of the public sector 
would rise 22 percent to 333 billion guaranies. The budget assumes 
the existing exchange rate structure of 160 guaranies per dollar for 
public sector financial transactions and 240 guaranies per dollar 
for imports will be maintained. 
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1984 CENTRAL ADMINISTRATION BUDGET 
(Billions of Guaranies) 


Fiscal Receipts 
Budgeted Collected 
Current 73.1 85.2 


Donations 0.2 0.2 


TOTAL 73.3 85.4 


Expenditures 
Budgeted Commi tted 
Current HT .2 78.8 
Capital 28.8 14.3 


TOTAL 106.0 93.1 


Deficit Financing 1/ 
Budgeted Committed 
Foreign Borrowing 16.2 12.3 


Domestic Borrowing Not stated 3.7 2/ 


1/ The difference between expenditures committed and receipts 
collected does not match the calculation of deficit financing which 
is based on gross net borrowing. Net foreign borrowing increased by 
8.3 billion guaranies and net domestic borrowing increased by 1.5 
billion guaranies, not counting the increase in floating debt. 


2/ Plus 2.1 billion guaranies of floating debt. 
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IV. BUDGET COMPARISON 
(Billion of Guaranies) 


Receipts 
1984 
Total Public Sector (including borrowing) 306.1 
--Central Administration 89. 
a) Current Receipts 
b) Donations 
c) Foreign Borrowing 


--Other Public Sector (including borrowing) } 277. 


Expenditures 
Total Public Sector 2 397. 


--Central Administration .0 123. 


--Other Public Sector ae eis 


MONEY AND FINANCE 


MONETARY: During the country's economic boom until 1981, the 
monetary authorities kept a tight reign on internal (Central Bank) 
credit. The monetary base expanded as a result of capital inflows 
which accumulated as foreign reserves. Now the pattern has been 
reversed. Internal credit is expanding rapidly while the drawing 
down of foreign reserves to finance balance of payments deficits 
exerts a contractionary effect on the money supply. Since 1983, 
however, the contractionary effect of the reserve loss has been 
outweighed by the expansion of internal credit and emission through 
other monetary channels. Money supply is expanding excessively and 
Paraguay appears to be losing its long held reputation for monetary 
stability which had borne fruit in terms of a relatively low rate of 
inflation. 


In 1983, the monetary base expanded 24.7 percent largely as a result 
of government deficit financing. In 1984 the expansion of internal 
credit to the public sector was more moderate but internal credit to 
the private sector increased twice as much. At the same time, a 
peculiar exchange rate policy contributed strongly to monetary 
stimulus. These were only partially offset by the contractionary 
effect of the large reserve loss due to the balance of payments 
deficit. As a result, the monetary base expanded 27.4 percent in 
1984 and the money supply (M1) increased 32 percent. 


In May of 1984,the government implemented a change in the exchange 
rate policy which eliminated the monetary stimulus provoked by the 
Central Bank's buying foreign currency from exporters at higher 
rates than it sells foreign currency for payments. With this 
correction, monetary expansion and ultimately inflation should have 
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been better controlled in 1985. In January, however, the government 
reversed its exchange rate policy again and introduced a large 
spread between the Central Bank's rate for purchasing foreign 
exchange from exporters (320 G/$) and the much lower rates applied 
to official foreign exchange sales (160 and 240 G/$). 


The new exchange rate policy contributed significantly to monetary 
stimulus from March 1985 onward and this was not neutralized by the 
contractionary effect of Central Bank foreign exchange sales. 
Having suffered a sharp drop in foreign reserves through February, 
the Central Bank attempted to accumulate reserves in the subsequent 
few months by holding up foreign currency sales. 


While the exchange rate policy was adding to monetary stimulus, 
internal credit was also relatively loose. In February the Central 
Bank established low cost credit facilities for cotton ginners to be 
channelled through the two state-controlled banks. The credits were 
intended to lower costs so that cotton exporters (the ginners) would 
not need a better export exchange rate. The effect of the increased 
liquidity in the financial market and the way the credit was 
allocated contributed to a rapid rise in the free market exchange 
rate. The Central Bank later reacted to the problem by attempting 
to soak up liquidity. Rediscount loans to private banks were not 
rolled over and by mid-year the commercial banking system faced a 
major liquidity squeeze which forced several banks into costly 
deficit positions with the Central Bank. This policy of austerity 
in the allocation of private credit in order to compensate for 
excessive emission through other monetary channels raises concern 
over the adequacy of private credit for productive activities during 
the balance of the year, and more broadly, demonstrates a gradual 
shift in public policy behaviour away from support for the 
predominance of the private sector in the economy. 


Monetary statistics are somewhat sketchy because of the long delays 
before information is released. Nevertheless, we estimate the 
impact of monetary policy caused approximately a 20 percent increase 
in the monetary base during the first half of 1985. The money 
supply probably rose by a similar magnitude. Although this monetary 
performance may appear excessively stimulative, it is not worse than 
the record for 1984 when the monetary base rose 20.5 percent and MI 
by 28.3 percent through June. 


The percent increases in the same monetary aggregates over the 12 
months ending in June 1985 are similar to the increases for the 
first half of the year because the major spurt in monetary emission 
in 1984 occurred in the first half, thereafter the monetary 
aggragates declined until the month of December. If the pattern of 
1984 could be repeated during the balance of 1985 the outlook would 
be better. However, that is unlikely. In 1984 the money supply was 
controlled better during the second half of the year because the 
government eliminated the monetary stimulus caused by the anomalous 
exchange rate policy. However, as noted above, in January 1985, the 
government reestablished the exchange rate policy with monetarily 
stimulantive spreads between Central Bank currency purchase and sale 
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rates. Despite the Central Bank's advocacy of a correction, the 
Paraguayan authorities appear determined to retain the exchange rate 
anomaly until the inevitably adverse consequences for monetary 
expansion, inflation, reserve losses and the value of the guarani in 
the free exchange market become so severe as to force a policy 
shift. The fear in business circles is that the authorities will 
not confront this problem before it is too late. Foreign reserves 
will be exhausted, making the crisis much more severe. 


The broader monetary aggregates have expanded even more rapidly than 
the monetary base and Ml because of increases in savings deposits at 
commercial banks. With 20 out of 22 commercial banks reporting, 
savings deposits were up 25 percent during the first half or 32 
percent over the 12 months ending in June 1985. 


The rise in savings deposits has been explained in part by a rise in 
deposits belonging to PETROPAR, the state-controlled petroleum 
company, which was a victim of the Central Bank's efforts to slow 
down foreign reserve losses by delaying foreign payments. 

PETROPAR's deposits in the banking system probably accumulated to 
unusually high levels while the company waited to purchase dollars 
from the Central Bank for its imports. Even allowing for the 
accumulation of PETROPAR's deposits, however, it is remarkable that 
savings deposits have been maintained despite negative real interest 
rates and the more lucrative alternative of buying dollars. 


INTEREST RATES: Banks are prevented from offering better returns to 
savers by interest rate ceilings and high deposit reserve 
requirements. With inflation running at a 30-45 percent annual 
rate, the deposit interest rate ceiling of 15 percent at commercial 
banks results in a large negative real return. Although there has 
been some discussion of the need to introduce a basic reform in the 
structure of interest rates, the authorities show no initiative in 
addressing what they perceive to be a politically sensitive issue. 


Ceiling rates on commercial bank loans remain 24 percent and a 
minimum of 50 percent of a commercial bank's loan portfolio must be 
invested in so-called “productive sector" loans (i.e., loans for 
industry, agriculture, or exports), which are subject to a 14.5 
percent interest rate ceiling. Some of the "productive sector" loan 
portfolio may be rediscounted with the Central Bank at eight 
percent. Banks may also be able to lower their costs of loanable 
funds by requiring customers to maintain idle balances, pay fees, 
etc., so that the total cost of a loan to the borrower will often 
exceed 24 percent. The Construction Chamber of Commerce reported 
average loan rates in June 1985 at 36.3 percent for banks, 38.9 
percent for savings and finance institutions, and 30 percent for 
home savings and loan societies. 


FINANCE: Flanked by controls, increasing government influence in 
credit allocation and, at best, a lackluster economic outlook, banks 
have concentrated on strengthening their weak portfolios. Although 
liquidity was slack during the first half of 1985, banks were 
reluctant to lend. Loans outstanding from commercial banks (19 
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reporting out of 22) were up only 21 percent in the first half or 22 
percent from a year earlier, which suggests a decline in commercial 
bank credit in real terms. If the figures can be believed, past due 
loans declined from 20 percent of total loans in June 1984 to 14 
percent in June 1985. 


A number of banks still face large losses on their offshore loans 
granted during the economic boom. One American bank has filed a $60 
million insurance claim for a portion of the losses it has 
recognized. Some of the losses have been exacerbated by local court 
rulings that loans could be repaid at the official exchange rate 
prevailing prior to the legalization of the free exchange market in 
May 1984, even though the Central Bank would not provide dollars at 
the official rate to settle these obligations. 


Bank profitability began to improve in 1984 as a result of economic 
recovery and legalization of the free foreign exchange market in 
which commercial banks are authorized to operate. Transactions in 
the foreign currency market average $50 million per month. Whereas 
nine banks and the system as a whole suffered operational losses in 
1983, only six did so in 1984 when the system in the aggregate 
showed a profit. All but three of 22 commercial banks operated 
profitably during the first half of 1985. Participation in the 
lucrative currency trade, however, exposes banks to frequent 
allegations of speculation, an especially sensitive charge now that 
the guarani is weak. The problem of the guarani tends to be blamed 
on private speculation rather than monetary and exchange rate 
policies. The Central Bank's effort to strengthen the guarani by 
restricting bank liquidity, in particular by not renewing low cost 
discount loans to the private banks, will adversely affect bank 
profitability as well as reduce credit availability during the 
second half of 1985. Banks have also had to cope with large deposit 
withdrawals, especially from dollar denominated accounts, which 
occurred during a panic run on the guarani during July and August. 
Holders of dollar deposits feared that foreign currency deposits 
might be nationalized. 


The weak state of the financial system is mitigated somewhat by 
several factors: (1) banking activity accounts for only four 
percent of gross domestic product in Paraguay; (2) the relatively 
high capital/assets ratio of 15 percent plus the fact that most 
banks are small branches of large foreign banks help to safeguard 
bank solvency; and (3) the high reserve requirement on deposits 
means that the high percentage of past due loans is actually a much 
lower portion of total bank assets. 


EXTERNAL SECTOR 


FOREIGN EXCHANGE AND THE EXCHANGE RATE: From 1960 to 1982 Paraguay 
experienced 22 years of exchange rate stability with an official 
rate fixed at 126 guaranies per dollar and a market rate fluctuating 
within a few points of that level. By the mid 1970's, however, the 
real value of the guarani had appreciated substantially relative to 
the dollar inasmuch as the exchange rate remained unchanged while 
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Paraguayan domestic inflation tended to exceed the dollar price 
rises for imported products. The strengthening of the currency 
stimulated an import boom which was financed without adverse balance 
of payments consequences by extraordinary amounts of foreign capital 
inflows. Paraguay's capital inflows arising largely from foreign 
borrowing and participation in the Parana River hydroelectric 
projects not only financed large current account deficits but also 
permitted an accumulation of net foreign reserves that peaked at 
$801 million in 1981. 


When the capital inflow dropped off in the early 1980's Paraguay 
entered a steep economic decline aggravated by adverse external 
economic conditions. By 1982 the exchange market became unstable 
and the guarani began to decline in value. Repeated devaluations 
and exchange rate policy shifts have not been adequate to cope with 
the pressures. For the most part the exchange rate and monetary 
policies have contributed to greater confusion in the foreign 
exchange market and slowed the economy's adjustment to new 
circumstances. 


Many businesses long accustomed to exchange rate stability were 
unprepared for the deterioration in economic conditions. Moreover, 
the Central Bank, attempting to conserve foreign exchange, 
frequently failed to provide foreign currency to settle obligations 
at official exchange rates. Companies forced to acquire dollars at 
elevated market rates suffered further financial deterioration or 
left obligations unpaid which contributed to a large accumulation of 
commercial payment arrearages, peaking at nearly $200 million in 
1983. 


The poor record in meeting payments obligations has forced most of 
Paraguay's international commerce onto a cash payment or cash 
collateral basis. The Central Bank has attempted to settle some of 
the outstanding problems for which it is responsible but progress 
has been slow. By mid-1985 commercial arrearages were stil] 
reported to be at least $150 million. 


In a May 1984 policy shift intended to simplify what had evolved 
into an unwieldy foreign exchange regime, the Central Bank legalized 
the free market, reduced the number of multiple exchange rates, 
agreed to settle pending payments, and announced an ultimate 
objective of returning to a unified exchange rate system when 
economic conditions settled. Subsequently, however, this policy was 
reversed and the authorities announced their intention to resist 
further devaluations, which they perceive to be conducive to 
inflationary spirals. Unfortunately, excessive money creation has 
fueled inflation making the devaluation(s) the authorities wish to 
avoid all the more inevitable. 


In January 1985, the Central Bank, responding to a need to improve 
the guarani returns on export crops, devalued the rate at which 
registered export receipts must be converted from 240 to an average 
320 guaranies per dollar (the average determined by exchanging 50 
percent of export receipts at an exchange rate of 240 and 50 percent 
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at 400). Other exchange rates in the structure remained unchanged 
but the Central Bank indicated that access to the official rate of 
240 guaranies per dollar for private imports would be further 
restricted. At the same time the minimum export prices (aforos), 
which determine how much foreign exchange an exporter must convert 
at the official rate, were lowered. As a consequence of the change, 
the official exchange rate structure prevailing in 1985 is as 
follows: 


160 Gs/$ Public sector debt transactions. 1/ 


240 Gs/$ All public sector imports and priviledged private sector 
imported inputs on a case by case basis; registered private 
debt transactions; registered foreign investment inflows; and 
receipts from the Itaipu and Yacyreta hydroelectric projects. 2/ 


320 Gs/$ Average for exports. 
Free market All other external transactions. 


The value of the guarani in the free foreign exchange market has declined 
precipitously in 1985. Excessive monetary emission through the "buy high 
sell low" exchange rate anomaly and special credits to cotton ginners which 
fueled the demand and decreased the supply of dollars were factors in the 
guarani's decline. The Central Bank appears to have aggravated the problem 
further by accumulating foreign reserves during a period of dollar 
scarcity. After February, when reserves dropped to a low of $370 million, 
the Central Bank began postponing obligations, restricting its already 
limited supply of currency for eligible private importers and policing 
exports more rigorously. By May net reserve levels had been restored to 
more than $500 million, but at considerable cost in terms of the free market 
exchange rate which rose from an average of 400 guaranies per dollar at the 
beginning of the year to more than 600 guaranies per dollar in June. The 
period encompassed much of the export season when the guarani ordinarily 
experiences some strengthening. 


1/ In August 1985 the World Bank, unable to reach a compromise with the 
Paraguayan government, was reported to have unilaterally switched its rate 
for loan disbursements to 400 guaranies per dollar. 


2/ Some of the receipts for the Yacyreta Project are informally reported to 
be exchanged at 400 guaranies per dollar and the Argentine Government has 
been pressing for a significantly higher rate. 
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Besides the contribution of monetary and exchange rate policies to 
the inexorable decline of the guarani during the first half of 1985, 
there is the effect of deteriorating business confidence. The 
business community feels beset by rising inflation, economic policy 
mismanagement, and growing anxiety over the country's economic and 
political outlook. These concerns seemed to exert a particularly 
volatile effect on the foreign exchange market during July and 
August. After passing 600 guaranies per dollar in June, the rate 
leaped to 800 in a speculative fever during July despite a strong 
contraction in liquidity at that time. This prompted the 
authorities to close several exchange houses and arrest street 
vendors of foreign currency. Eventually, the jittery market slipped 
back into the 700 range only to catapult to 1,100 guaranies per 
dollar in late August. 


The latest spurt in the exchange rate caused a virtual panic among 
merchants and consumers, and forced the government to announce 
measures to calm the foreign exchange market. Among these was the 
elimination of the prior deposit requirement for exports, which had 
contributed to the rise in the rate during the first half, anda 
hint of the Central Bank's intent to intervene in the free market. 
Economic analysis within the government has indicated that an 
appropriate exchange rate would be near 500 guaranies per dollar but 
there is no indication that the Central Bank would intervene enough 
to bring the free market down to that level. By mid-September, 
while the Central Bank was squeezing private bank liquidity ever 
more tightly, the rate slipped back to a 700-750 range. 


FOREIGN DEBT: Paraguay's registered foreign debt at the end of 1984 
reached $1.66 billion, up 12.9 percent from the previous year. The 
registered external debt of the public sector rose $209 million to 
$1.5 billion while the private registered foreign debt declined 
$19.3 million to $151.4 million 1/. The increase in the foreign 
debt is tapering off as officials become more cautious about 
assuming foreign obligations and as foreign creditors become more 
wary of the country's debt servicing problems. 


Compared to the standards of most of the debt-burdened countries of 
Latin America, Paraguay's debt burden appears relatively less 
onerous. Whereas other countries borrowed heavily to finance the 
economic boom of the late 1970's and early 1980's, Paraguay earned 
most of its capital inflow participating in the construction of the 
Itaipu and Yacyreta hydroelectric projects. In the late 1970's, 
however, the public sector began to borrow abroad heavily for 
investment projects. From 1977 to 1983 the public external debt 
more than tripled. During the same period debt servicing capacity 
deteriorated as registered exports stagnated and earnings from the 
hydroelectric projects declined. 


Paraguay still has a comparatively favorable debt structure with 
interest averaging six percent per year and the debt maturity 
averaging 14 years. Nevertheless, as the grace periods on recent 
heavy borrowing expire, the cost of debt servicing is rising. 
Payments on the public debt alone will be approximately $200 million 





-24- 


in 1985, or roughly 45 percent of the earnings expected from 
registered exports and the hydroelectric projects. 


Arrearages on commercial obligations climbed nearly to $200 million 
in 1983 according to IMF estimates. Commercial arears were brought 
down to an estimated $150 million in 1984, and remained about that 
level in mid 1985. Arrears on official debt obligations, however, 
appear to have worsened. Financial sources report payment delays on 
some public sector debt obligations extending up to one year, and 
Paraguay has slipped into arrears on World Bank and Interamerican 
Development Bank loans. To a considerable extent this problem may 
be a bureaucratic one occurring while the Central Bank ignores 
obligations in order to accumulate foreign reserves. In some cases 
problems have been avoided by renegotiating loans to public entities. 


1/ In addition to the medium and long term registered debt, external 
obligations include: an estimated $100 million short term 
commercial debt; $150 million in payments arrearages; and the 
unregistered foreign debt of the public and private sectors. The 
unregistered medium term private debt may have surpassed $300 
million at its peak around 1981. Since then much of it has been 
repaid or written off as losses. External debt of the public sector 
incurred without proper registration at the Central Bank has been 
estimated at $40 million. 
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BALANCE OF PAYMENTS: In 1982, the Paraguayan balance of payments 
registered its first deficit in more than a decade. Official 
statistics report reserves declined $71.5 million in 1982; $39.5 
million in 1983; and $95.5 million in 1984. Taking into account 
reserve movement and payment arrears, the IMF places the balance of 
payments deficits at $125.4 million in 1982 and $263.0 million in 
1983. The deficit was approximately $100 million in 1984. It could 
be $125 million in 1985, or possibly higher considering capital 
inflows from Itaipu and Yacyreta are not living up to expectations. 
Assuming the deficit will be financed by drawing on foreign 
reserves, the level of net official reserves will be down to 
approximately $350 million at year-end. With sources of capital 
inflows drying up, financial observers believe foreign reserves will 
be so seriously depleted by the end of 1986 that Paraguay will be 
compelled to take extraordinary financial measures. 


MERCHANDISE TRADE: Registered merchandise exports in 1984 recovered 
24.3 percent to $334.5 million. Based upon the minimum export 
prices (aforos) set by the Central Bank and the large increase in 
volume, registered exports for 1985 should reach about $350 million 
even though prices have deteriorated. Some commercial sources 
predict that registered exports could be lower because the Central 
Bank has made a number of individual concessions on the aforos 
prices, bureaucratic obstacles still occur despite efforts to 
simplify regulatory requirements, and some exporters will store 1985 
crops hoping for a better exchange rate early next year. 


Prospects for exports in 1986 will depend upon better internal 
prices. Cotton and soybeans alone generally account for two thirds 
or more of exports and these crops are likely to be down next year. 
Concerned about this, government and business sources are beginning 
to mobilize to improve internal prices to growers. Since 
international prices of these crops are expected to be stagnant at 
best, the chief mechanism for improving internal prices will be a 
more realistic exchange rate. An exchange rate adjustment might 
also help lagging exports in other traditional categories such as 
meat and wood products, which also face the problem of reduced 
foreign markets. Nevertheless, even with an exchange rate 
adjustment, exports are likely to slip to the level of 1984 or below 
because of lower agricultural yields. 


In late 1984 the government authorized a duty-free temporary 
importation scheme for imported products or inputs which would be 
further elaborated for re-export. Problems with the exchange rate, 
however, have prevented implementation of the scheme. The 
authorities could not determine whether currency should be made 
available at the official exchange rate of 240 for the temporary 
imports or whether the processors should have to use the free 
market. In either event, potential beneficiaries argue that the 
temporary import provision will not encourage exports until a more 
realistic exchange rate is devised so that the Paraguayan value 
added will be competitively priced. 
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Registered merchandise imports rose 7.3 percent to $513.1 million in 
1984. Private sector imports fell from $221.8 million to $208.6 
million as might have been expected given the deterioration of the 
guarani. Public sector imports, which include petroleum products, 


the largest import category ($137.6 million), contributed to the 
rise. 


Foreign exchange statistics indicate that the Central Bank provided 
foreign currency at the official exchange rate sufficient to cover 
approximately $78 million of private imports, ostensibly leaving 
$131 million in private imports to be covered by purchases on the 
free currency market. Subsequent reports of foreign exchange 
frauds, however, suggest that a considerable portion of the currency 
supplied by the Central Bank for private imports may have been 
pocketed through fraudulent schemes involving imports which never 
were effected. Given more difficult economic conditions, further 
deterioration of the guarani, and even more restricted access by 
private importers to the subsidized Central Bank rate, it is likely 
that the total for registered imports in 1985 will decline, perhaps 
to $450 million. The figure could be lower still in 1986. 


Paraguayan customs data has the peculiarity of registering on 
average only about half of the actual volume of trade transacted. 
Some of the discrepancy can be attributed to differences in 
reporting requirements. Export statistics, for example, are 
registered at minimum prices (aforos) established by the Central 
Bnak, and these may be considerably less than the FOB transaction 
value. On the other hand, significant smuggling activity probably 
is the major factor accounting for the difference. Even though a 
considerable portion of the smuggling trade would not show up in 
neighboring countries trade statistics either, analysts must examine 
partner country trade statistics for a more accurate reflection of 
Paraguay's trade flows. In this respect, Paraguay's total exports 
as aggregated from tne CIF import statistics issued by the rest of 
the world were down 3,8 percent in 1984 to $479 million. The figure 
is much closer than usual to the Paraguayan published value of $335 
million, which tends to substantiate the view that Paraguayan 
control over its own export registration is improving. Imports of 
Paraguay as reported in the FOB exports of other countries of the 
world amounted to $721 million, up nearly 34 percent from the 
depression levels of 1983. This contrasts with the more modest rise 
of 7.3 percent to $513 million in imports registered in Paraguayan 
customs data. 


In late 1984, the Paraguayan government issued new customs 
legislation which reduced taxes and duties in order to attract a 
greater volume of the country's trade to legitimate customs channels 
where revenues could be collected. The new customs regulations 
tends to be more liberal and much simpler than predecessors. Export 
taxes and fees which averaged 20 percent of value have been lowered 
to roughly nine percent by eliminating the export tariff, tariff 
Surcharge, and exchange tax. Import tariffs generally range from 
duty free to 30 percent but some protectionist tariffs have been set 





sp 


at 70 percent ad valorem and a long list of restrictions on items 
competing with domestic products has been retained, under pressure 
from local industry. Given the derrogation from what was intended 
to be more liberal legislation, the demise of contraband imports 
does not appear imminent and the government will not realize the 
doubling of revenue collections it had anticipated. 


COMMERCIAL IMPLICATIONS FOR THE UNITED STATES 


U.S. trade with Paraguay has been recovering smartly from the low 
levels to which it declined in 1983. The U.S. Department of 
Commerce reports U.S. exports f.a.s. to Paraguay were up 74.2 
percent to $63.6 million in 1984. The accumulated total of $62 
million through August 1985 was 71 percent over the comparable 
period of 1984. U.S. imports c.i.f. from Paraguay were up 27.3 
percent to $43.8 million in 1984. Imports c.i.f. through August 
1985 were $13.9 million, down 113 percent from the corresponding 
four months of 1984. A decline in U.S. purchases of Paraguayan 
registered coffee accounts for much of the decline. 


In view of the economic difficulties which have caused payment 
delays and defaults, U.S. suppliers have approached the Paraguayan 
market with caution. Bankers report most transactions are now 
conducted on the basis of sight payment or cash collateralized 
letters of credit. Since most private import transactions have been 
transferred to the free market where there are no exchange controls, 
payments have now become more regular. The major problem is that 
the excessively high free market exchange rate has disrupted company 
planning and the prospects for private imports. The strong 
increases in U.S. exports to Paraguay in 1984 and thus far in 1985 
perhaps are due to Paraguay's role as an entrepot for products 
intended for Argentina and Brazil, as much as to increased 
consumption in Paraguay. 


Paraguayans report U.S. products to be competitively disadvantaged 
vis a vis other suppliers by the high value of the dollar and U.S. 
reluctance to cultivate the market in bad times as well as good. 
Nevertheless, the U.S. enjoys some advantages, especially in 
quality, for Paraguayan imports as diverse as food products, 
cigarettes, textile fibers, agricultural chemicals, medicinal and 
pharmaceutical products, toiletries and cosmetics, health care 
equipment and instruments, specialized industrial machinery, data 
processing equipment, telecommunications equipment, scientific and 
control instruments, motor vehicles and parts, aircraft, cooling 
equipment, water treatment equipment, sporting goods and apparel, 
and educational equipment. The most important single category of 
Paraguayan imports from the U.S. is "miscellaneous items" purchased 
in Miami and carried as air cargo to Asuncion. Paraguay's new 
customs legislation should help to improve the competitive posture 
of the U.S. vis-a-vis the regional suppliers, who are Paraguay's 
chief trading partners. Besides lowering tariff rates across the 
board, the new legislation eliminated a large foreign exchange 
surcharge levied principally against imports from outside the region. 
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The ability to offer financing frequently is crucial to supplying 
the Paraguayan market, especially for the public sector. U.S. 
suppliers sometimes are placed at a competitive disadvantage in this 
respect as well, because concessionary financing is not available 
from the U.S. and commercial creditors often are reluctant to 
increase exposure in view of payments problems. While financing is 
more difficult to arrange under current circumstances, U.S. business 
should keep an eye out for possibilities to participate in World 
Bank or Interamercian Development Bank projects. Their major focus 
has been on agricultural, livestock and educational development, 
potable water and drainage systems, transmission and distribution of 
electric power, and road construction. Although public investment 
is tapering off, projects being considered for the next few years 
which may be of interest to U.S. business include: 


--Electric: three electric transmission line projects and attendant 
substations, and continued expansion of the low voltage distribution 
system; 

--Water: expansion of the potable water system, repair of the 
existing sewer network, and development of storm drainage in 


Asuncion; installation of sewer systems in six small cities and 


development of municipal drinking water systems in 12 provincial 
towns; 


--Transport: construction of approximately 200 kilometers of paved 
road in the Concepcion Department, acquisition of two D€8-63 


aircraft with engine silencers, and expansion of the Asuncion and 
Villeta ports. 


Commercial events sponsored by the Department of Commerce and the 
Embassy in Asuncion over the next couple of years will include: 


--Safety and Security Equipment, trade mission; 

--Medical Equipment, catalog show; 

--Agricultural Chemicals, trade mission; 

--Refrigeration and Air Conditioning Equipment, catalog show; 
--Food Processing and Packaging, catalog show; 


--Computer Softwear and Equipment, trade mission. 


Participation in these events can be arranged by contacting the U.S. 
Department of Commerce in Washington or any district office. 
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